T.C. Meno. 2001-255

UNI TED STATES TAX COURT

JAMES D. AND RITA K. SNYDER, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 11638-99. Fil ed Septenber 28, 2001.

R attributed to Ps’ various itenms with respect to
two trusts, on the grounds that such trusts were either
shans or grantor trusts, on the ground that the
assignnment of income doctrine applied, or on the ground
that Ps failed to report certain trust itenms. R
determ ned a sec. 6662(a), |.R C., accuracy-rel ated
penalty against Ps. At trial, R noved for penalties
on account of delay and for other reasons, under
sec. 6673(a)(1), I.RC

1. Held: Trust income attributed to Ps for
substantially the reasons stated by R

2. Held, further, Ps are liable for accuracy-
related penalties under sec. 6662(a), |I.R C

3. Held, further, for various reasons, Ps are
|iable for a penalty under sec. 6673(a)(1), |I.R C




-2 -
James D. and Rita K. Snyder, pro se.

Dale A. Suzi, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HALPERN, Judge: By notice of deficiency dated March 31,
1999 (the notice), respondent determ ned deficiencies in, and an
addition and penalties with respect to, petitioners’ 1992 through
1995 Federal incone taxes, as follows:

Sec. 6651(a) Sec. 6662(a)

Year Defi ci ency Addition to Tax Penal ty
1992 $70, 215 - - $14, 043
1993 90, 783 $4, 547 18, 157
1994 87, 301 - - 17, 460
1995 120, 866 - - 24,173

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. For conveni ence, nonetary anounts have been rounded
to the nearest dollar anount.

At the conclusion of the trial in this case, respondent
noved that the Court inpose penalties under section 6673(a)(1),
whi ch provides penalties for procedures instituted primarily for
delay and for other reasons. W took that notion under
advi senment. Respondent has conceded the addition to tax for
1993, determ ned under section 6651(a) for failure to file a

return on tinme. W accept that concession.
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We nust decide the follow ng issues for each of the years in
i ssue:?!

Whet her petitioners understated their gross incone by
omtting certain itens reported by petitioners on returns nmade by
them for two trusts: Conplete Connections Trust and J&R Trust.?

Whet her petitioners are |iable for self-enploynment taxes
(and are entitled to rel ated deductions) on account of each’s
share of the trust itens respondent determ ned petitioners

omtted fromgross incone.?

! In their reply brief, petitioners state: “The statute of
l[imtations has expired for the years in question. Respondent
has failed to provide the petitioner any facts or evidence
showi ng where the statute of Iimtation has been extended for any
of the tax years in question.” In pertinent part, Rule 39
provides that a party shall set forth in the party’s pleading any
matter constituting an affirmative defense, “including * * * the
statute of limtations”. The petition does not raise any issue
with respect to the statute of limtations, and we cannot
concl ude that such issue was tried by consent. See Rule 41(b).
The affirmative defense of statute of limtations is not before
the Court. 1In any event, it appears that sec. 6501 woul d not
limt the assessnent or collection of any of the tax liabilities
here in issue. See sec. 6501(a), (e)(1).

2 In nam ng, describing, or referring to Conplete
Connections Trust and J&R Trust, we use the term*“trust” for
conveni ence, wthout intending a finding that, in either case, a
trust relationship did, in fact, exist.

3 The anpbunt of petitioners’ liability for self-enploynent
taxes and the anount of the deductions under sec. 164(f) to which
petitioners are entitled are conputational matters, the
resolution of which will depend upon our disposition of the gross
i ncone issue. Petitioners have not separately chall enged such
l[iability and deduction, and we do not further discuss those
i tens.
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Whet her the exenptions clained by petitioners nust be
reduced on account of any increase in their adjusted gross
i ncone. *

Whet her petitioners are |liable for accuracy-rel ated
penal ti es under section 6662(a).

Finally, we nust decide whether petitioners are liable for a
penal ty under section 6673(a)(1).

FI NDI NGS OF FACT

Sone facts are stipulated and are so found. The first and
second stipulations of facts, filed by the parties, with
acconpanyi ng exhibits, are incorporated herein by this reference.
Resi dence

At the tinme the petition was filed, petitioners resided in
Paso Robl es, California.

Conpl et e Connecti ons

In 1985, petitioner Rita Snyder (Rita Snyder) applied to the
City of EIl Paso de Robles, California (the city), for a business
license. On the application formfor that |license (the
application), she stated that she was the owner of the business
in question, its nane was “Conpl ete Connection”, and the type of
business to be |licensed was “business services”. [In 1988, she

responded to a questionnaire fromthe city with respect to that

4 This also is a conputational matter, which petitioners
have not separately challenged, and we wll not further discuss
it.
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busi ness by stating that its nane was “Conpl ete Connections”, it
was owned by her and petitioner James Snyder (Janes Snyder), its
busi ness was “lIncone Tax/Accounting”, and it was a sole
proprietorship. On August 31, 1992, she applied for a renewal
busi ness |icense for the business naned “Conpl ete Connections”,
again stating that it was owed by her and Janes Snyder, and
describing its business as “Conputerized Accounting and Tax
Services”. On January 10, 1996, Janes Snyder filed a statenent,
“Fictitious Business Nane Statenent”, with the County of San Luis
Qoi spo, California. |In that statenent, M. Snyder stated that
the fictitious business nane was “Conpl ete Connecti ons Conputer
Systens”, the nane of the registrant was “Janes D. Snyder”, and
t he busi ness in gquestion was conducted by an individual.

Petitioners’ Federal |ncone Tax Returns

For 1991, petitioners nade a joint return of incone on
Form 1040, U.S. Individual Incone Tax Return (the 1991 Form
1040). Attached to the 1991 Form 1040 is a Schedule C, Profit or
Loss From Busi ness (Sol e Proprietorship) (the 1991 Schedule C)
On the 1991 Schedule C, petitioners state that they are the
proprietors of a business naned “Conpl ete Connections”, the
busi ness of which is conputer sales, bookkeeping, and taxes. The
1991 Schedul e C shows gross recei pts of $228,858, cost of goods

sold of $113,974, other inconme of $186, expenses of $82,267, and
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a net profit of $32,803. The 1991 Form 1040 reports no i ncone
(or any other item fromany trust.

For 1992 through 1995, petitioners also made joint returns
of income on Fornms 1040, U.S. Individual Inconme Tax Returns (the
1992 through 1995 Fornms 1040). Except for 1995, none of those
returns reports any itemidentified with a business naned
“Conpl ete Connections”. For 1995, petitioners reported $7, 750 of
wages, $3,750 of which is identified on a Form W2, Wage and Tax
Statenent, 1995, as being paid by Conpl ete Connections Trust to
Janes Snyder. The 1992 through 1995 Forns 1040 do, however,

report the follow ng anobunts of incone fromJ&R Trust:

Year Anpount
1992 $15, 219
1993 11, 773
1994 14, 950
1995 18, 659

Federal | ncone Tax Returns for Conpl ete Connections Trust

Begi nning with 1992, and continuing for 1993, 1994, and
1995, either Rita or James Snyder made a return of inconme on
Form 1041, U. S. Fiduciary Return of Inconme (for 1992 and 1993) or
U.S. Incone Tax Return for Estates and Trust (for 1994 and 1995),
claimng to report the incone of Conplete Connections Trust, a
conplex trust, created on January 1, 1992, and carrying on a
busi ness of the sane nanme (such returns being referred to,
col lectively, as the Conplete Connections Trust returns). Each

of the Conpl ete Connections Trust returns is signed by one or the
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ot her of Janes or R ta Snyder as a fiduciary. For 1992, one
“Kevin R Richards” is reported as a fiduciary, and, for 1995,
such person is reported as “trustee”. The business carried on
under the nanme Conpl ete Connections is described as, for 1992,
bookkeepi ng, taxes, and conputer sales and, for the remaining
years, “business services.” The Conpl ete Connections Trust
returns report the follow ng anounts of gross receipts and
m scel | aneous i ncone from such business and interest incone
unrel ated to such business:

Gross Receipts

Year & Msc. ltems | nt er est Tot al

1992 $183, 482 - - $183, 482
1993 229, 466 $159 229, 625
1994 214,517 221 214, 738
1995 295, 903 - - 295, 903

The Conpl ete Connections Trust returns report the foll ow ng costs
of goods sold, expenses, and net profits:

Cost of Goods

Year Sol d Expenses Net profit
1992 $73, 027 $80, 028 $30, 427
1993 107, 168 84, 013 38, 285
1994 98, 830 93, 440 22, 247
1995 147, 637 123, 466 24, 800

The Conpl ete Connections Trust returns report the foll ow ng

deducti ons on account of distributions of incone to J&R Trust:

Year Anpount
1992 $30, 427
1993 38, 444
1994 21, 608

1995 24,800
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For each trust year in question, such incone distribution
deduction, along with a charitable contribution deduction of $860
for 1994, was sufficient to reduce reported taxable incone to
zero. Atax liability of zero was reported for each trust year,
1992 t hrough 1995.

Rita Snyder’s Busi ness

During the years in issue, Rita Snyder engaged in business
as a paid tax return preparer, under the nane “Conplete
Connections”.

Conpl et e Connecti ons Checki ng Account

A busi ness checki ng account, account nunber 002-502704, in
the name of “Conpl ete Connections” (the Conpl ete Connections
checki ng account), was opened at Santa Lucia National Bank no
| ater than August 9, 1990, and was cl osed on January 28, 1999.
The signature card for that account describes the account as a
trust account and shows as signatories both Rita and Janes
Snyder, each of whomis described as a manager. All checks drawn
on the Conpl ete Connections checking account during 1995 were
signed by either Janes or Rita Snyder

Federal | ncone Tax Return for J&R Trust

Begi nning with 1992, and continuing for 1993, 1994, and
1995, either Rita or James Snyder made a return of income on
Form 1041, U. S. Fiduciary Return of Inconme (for 1992 and 1993) or

U.S. Incone Tax Return for Estates and Trust (for 1994 and 1995),
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claimng to report the incone of J&R Trust, a conplex trust,
created on January 1, 1992, and carrying on (1) a business naned
“J & R and (2) other activities (such returns being referred to,
collectively, as the J& Trust returns). Each of the J&R Trust
returns is signed by one or the other of Janmes or Rita Snyder as
a fiduciary. For 1992, one “Kevin R Richards” is reported as a
fiduciary, and, for 1995, one “David J. Snyder” is reported as
“trustee”. The business carried on under the name J & Ris
descri bed as, for 1992, “nanagenent services” and, for the
remai ni ng years, “investnments”. The J&R Trust returns report the
foll ow ng amounts of gross receipts from such busi ness and

interest incone unrelated to such busi ness:

Year G oss Receipts | nt er est Tot al
1992 —- —- - -
1993 $11, 606 $159 $11, 765
1994 15, 000 334 15, 334
1995 8, 800 242 9, 042

Wth respect to such business, the follow ng expenses and net

profits are reported:

Year Expenses Net profit
1992 $20, 512 (%20, 512)
1993 28, 096 (16, 490)
1994 4,233 10, 767
1995 4, 467 4,446

The J&R Trust returns also report net rental income and
di stributions received from Conpl ete Connections Trust in the

fol |l ow ng anmount s:
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Year Rent al Di stribution
1992 $11, 791 $30, 427
1993 10, 200 138, 285
1994 (5, 600) 121, 395
1995 912 24, 800

! The difference between this ambunt and the deduction
cl ai med by Conpl ete Connections Trust for a distribution of
incone for the year is explained by J&R Trust’s separate
statenent of interest inconme for the year.

The J&R Trust returns report the foll ow ng deducti ons on account

of distributions of incone to petitioners®:

Year Di stribution
1992 $18, 673
1993 27, 444
1994 35, 643
1995 28, 441

For each trust year in question, such incone distribution
deduction, along with charitable contribution deductions of

$3, 033, $4,710, $1,253, and $1,959 for such years, respectively,
was sufficient to reduce reported taxable inconme to zero. A tax
l[iability of zero was reported for each trust year, 1992 through

1995.

> Such distributions, when reduced by (1) interest from J&R
Trust reported by petitioners and (2) sone or all of the
categories of depreciation allocated to them by J&R Trust, equal,
alnost to the dollar, the inconme reported by petitioners as
havi ng been received by J&R Trust:

Year Distribution Interest Depreciation Di fference
1992 $18, 673 - - $3, 453 $15, 222
1993 27, 444 $76 15, 535 11,773
1994 35, 643 318 10, 374 14, 951

1995 28, 441 226 9, 555 18, 660



J&R Checki ng Account

A busi ness checki ng account, account 002-506610, in the nanme
of “J & R*“A TRUST'” (the J&R checking account), was opened at
Santa Lucia National Bank no | ater than February 25, 1994. The
signature card for that account describes the account as a trust
account and shows as signatories both Rita and Janes Snyder, each
of whomis described as a manager. The address shown on the J&R
checki ng account signature card, checks, and nonthly statenents
is the sane as the address shown on petitioners’ tax returns.

Al'l checks drawn on the J&R checking account during 1995 were
signed by either Janes or R ta Snyder. Such checks incl uded
checks drawn to the order of Rita Snyder, Janmes Snyder, Robert C
MIler, D.D.S., Big Creek Lunber Co., Southern California Gas
Co., Pacific Bell, Al States, Wal Mart, Honme Furniture Gallery,
Dan’s Econony Tires, Al bertsons, Paso Robles Waste Di sposal, New
Covenant Church of God, K Mart, Steven J. Harnon, MD., Centra
Coast Pat hol ogy, Payl ess Shoes, Misician’s Enporium Bakery

Wor ks, and Bauer Speck Student Council.

Petitioners’ Residence

Petitioners purchased their personal residence (the
residence), located at 386 Quarterhorse Lane, Paso Robl es,
California, on Novenber 9, 1992. The grant deed by which they
acquired the residence (the first grant deed) shows the grantees

as “Janes D. Snyder and Rita K Snyder, husband and wi fe as
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tenants in common”. By grant deed dated Novenber 11, 1992 (the
second grant deed), petitioners (in the same capacity as in the
first grant deed) transferred the residence to Kevin R Richards
and David J. Snyder, as trustees for J&R Trust. The second grant
deed was recorded on August 12, 1993. Between the dates of
execution and recordation of the second grant deed, by deed of
trust dated June 15, 1993, and recorded June 23, 1993,
petitioners, as “husband and wife”, encunbered the residence to
secure their indebtedness to United Savings Bank in the anount of
$141, 300.

Respondent’ s Adj ust nents

Attached to the notice are statements listing and expl aining
respondent’s adjustnents to petitioners’ inconme. Anong the
adjustnments |listed are the follow ng, involving respondent’s
attribution to petitioners of incone from Conpl ete Connections

Trust and J&R Trust:

Trust 1992 1993 1994 1995
Conp. Conn. $194, 205 $229,625 $214,738 $295, 903
J&R - - 11, 766 15, 334 9, 042

In the case of both trusts, respondent explains the adjustnents
as resulting from alternatively, (1) respondent’s disregard of
the trust, since it “is a shamwth no econom c substance”,

(2) the status of the trust as a grantor trust, (3) application
of the assignnent of incone doctrine (pursuant to which incone is

taxed to the true earner of that incone), and (4) application of
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sections 652(a) or 662(a) (including in the gross incone of
beneficiaries certain trust anmounts). Also in the case of both
trusts, respondent explains that petitioners have failed to show
that they are entitled to any deductions in excess of the anmounts
determ ned by respondent.
OPI NI ON

Burden of Proof

In pertinent part, Rule 142(a) provides: “The burden of
proof shall be upon the petitioner”. In certain circunstances,
if a petitioner introduces credible evidence with respect to any
factual issue relevant to ascertaining such petitioner’s
liability for tax, section 7491 places the burden of proof on
respondent. See sec. 7491(a)(1); Rule 142(a). Section 7491 is
effective with respect to exam nations comrenced after July 22,
1998. See Internal Revenue Service Restructuring and Reform Act
of 1998 (RRA 1998), Pub. L. 105-206, sec. 3001(c)(2), 112 Stat.
726. Respondent concedes that the exam nation of petitioners
commenced after July 22, 1998.

Section 7491(a)(2) establishes prerequisites (the
prerequisites) to establishing that the burden of proof may lie
w th respondent under section 7491(a)(1). In pertinent part,
section 7491(a)(2) provides:

(2) Limtations.--Paragraph (1) shall apply with
respect to an issue only if--
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(A) the taxpayer has conplied with the
requi renments under this title to substantiate
any item [and]
(B) the taxpayer has maintained all records
required under this title and has cooperated
Wi th reasonabl e requests by the Secretary for
W t nesses, information, docunents, neetings,
and interviews; * * *
The burden is on the taxpayer to show that the prerequisites are
satisfied. See H Conf. Rept. 105-599, at 240-241 (1998), 1998-3
C.B. 747, 994-995. At trial, counsel for petitioners (who has
since withdrawn as counsel) conceded that petitioners bear the
burden of proof with respect to the deficiencies determ ned by
respondent. W accept that concession and so find.?®
Respondent bears the burden of production with respect to
penalties. See sec. 7491(c).

1. Deficiencies in Tax

A. | nt roducti on

1. Petitioners’ Argunents

Respondent has adjusted petitioners’ inconme by attributing
to petitioners itens of inconme reported by Conpl ete Connections

Trust and J&R Trust. Respondent has done so under the various

6 Even if petitioners had not (by their counsel) so
conceded, there is evidence to support such a finding. For
i nstance, petitioners failed to respond to respondent’s
interrogatories (and were sanctioned by the Court for such
failure) and failed to cooperate with respondent in stipulating
facts for trial. Respondent’s notions to conpel production of
docunents and responses to interrogatories contain a litany of
petitioners’ failures to provide information to respondent during
the audit of their income tax returns or cooperate in preparation
of this case for trial. Petitioners have provided no rebuttal to
such litany.
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theories set forth in our findings of fact. |In the petition,
petitioners have assigned error to such adjustnments but have
averred no facts in support of such assignnents other than facts
concerni ng perceived procedural errors by respondent. On brief,
petitioners’ principal argunent is that respondent has comm tted
procedural errors. W distill fromthe petition and petitioners’
briefs the follow ng conponents of petitioners’ argunent:
(1) They did not receive a valid notice of deficiency, (2) no tax
has been assessed, and (3) they were denied “due process” during
the exam nation of their returns.

2. Response to Petitioners’ Arqunents

Respondent sees no nerit in petitioners’ argunents. W
agree with that observation.

a. Validity of Notice

Petitioners allege defects in the notice, including that
it and its attachnments (1) were not signed under penalties
of perjury, (2) do not cite any “taxing statute” or contain
“certified evidence” to support the adjustnents, and
(3) constitute hearsay.

A short answer to nost of petitioners’ conplaints can be
found in an opinion of the Court of Appeals for the Ninth
Circuit, the Court of Appeals to which any appeal in this case
[ikely would Iie:

The I nternal Revenue Code does not require the notice

of deficiency to be signed. See 26 U S.C. 86212

(“[1]f the Secretary determnes that there is a
deficiency * * * he is authorized to send such
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deficiency to the taxpayer by certified mail or
registered mail”); see also Conm ssioner v. Oswego
Falls Corp., 71 F.2d 673, 677 (2d G r. 1934) (notice of
deficiency need not be signed). Moreover, in Scar v.
Conm ssioner, we held that “no particular formis
required for a valid notice of deficiency * * * and the
Comm ssi oner need not explain how the deficiencies were
determned.” 814 F.2d 1363, 1367 (9th Gr. 1987)
(citation omtted). * * *

Urban v. Conm ssioner, 964 F.2d 888, 889-890 (9th Cr. 1992),

affg. T.C. Meno. 1991-220. In Scar v. Conmm ssioner, 814 F.2d

1363, 1367 (9th Gr. 1987), the Court of Appeals for the N nth
Circuit considered a notice of deficiency that, on its face,
reveal ed that no determ nation of a deficiency had been made with
respect to the taxpayers in question for the year in question.
See id. at 1370. The Court of Appeals held that such a notice
was invalid and the petition contesting such notice should have
been dism ssed in the taxpayers’ favor for |lack of jurisdiction.
See id. Comenting on Scar, we have held: “Were the notice of
deficiency does not reveal on its face that the Conm ssioner
failed to nake a determ nation, a presunption arises that there

was a deficiency determ nation.” Canpbell v. Conm ssioner, 90

T.C. 110, 113 (1988). W have exam ned the notice and, on its
face, it does not reveal that respondent failed to make a
determnation: It is addressed to petitioners, references their
1992 through 1995 tax years, states both that respondent has
determ ned that petitioners owe additional tax or other amounts

(or both) for such years and the size of those ambunts, and sets
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forth the adjustnents (and expl anations of those adjustnents)
giving rise to such determ nations. Petitioners have failed to
rebut the resulting presunption that respondent did determ ne
deficiencies in petitioners’ inconme taxes for their 1992 through
1995 taxabl e years.

Petitioners’ hearsay objection is msplaced. The notice
does not constitute hearsay, since it was not admtted into
evidence for the truth of the matters asserted therein, see Fed.
R Evid. 801(c), but nerely to evidence that it was issued and,
thus, formed a predicate for our jurisdiction, see Rule 13(a).

b. Assessnent of Tax

Petitioners argue that, since respondent has not made an
assessnment of tax under section 6203, there is no deficiency and,
therefore, the notice is invalid and this Court | acks
jurisdiction.

Petitioners fail to understand that, generally, the
determ nation of a deficiency in tax precedes assessnent of the
tax. In pertinent part, section 6212(a) provides that, if the
Secretary determnes that there is a deficiency in incone tax,
“he is authorized to send notice of such deficiency to the
t axpayer by certified mail or registered nail”. |In pertinent
part, section 6213(a) then allows the taxpayer 90 days (150 days
if the notice is addressed to a person outside of the United
States) to file a petition in the Tax Court for review of the

deficiency. GCenerally, section 6213(a) prohibits any assessnent
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frombeing nade until either the expiration of the 90 (or 150)
days or after the decision of the Tax Court becones final. That
procedure provides an opportunity for a taxpayer to have his or
her tax liability reviewed by the Tax Court before an assessnent
is made. Petitioners’ argunent is without nerit.

c. Audit Level Procedures

Petitioners argue that they were deprived of due process
because respondent allegedly did not follow adm nistrative
procedures during the audit of their returns.

Proceedi ngs before the Tax Court are de novo; therefore, our
determ nation of a taxpayer’'s liability is based on the nerits of
the case and not on the record devel oped at the adm nistrative

level. G eenberq’'s Express, Inc. v. Conm ssioner, 62 T.C 324,

327-328 (1974); Johnston v. Comm ssioner, T.C Meno. 2000- 315.

There is no statutory requirenent that respondent nust follow
certain admnistrative procedures prior to issuing a notice.
Further, this Court has held that a revenue agent’s failure to
foll ow adm nistrative procedures prior to i ssuance of a notice of
deficiency does not invalidate the notice. See, e.g., Guilford

v. Comm ssioner, T.C Meno. 1987-535 (|l ack of appellate

conference or 30-day letter does not affect the validity of
notice). In any event, petitioners failed to prove any
irregularities in respondent’s exam nati on.

B. Di scussi on




1. | nt roducti on

Notw t hstandi ng the lack of nerit to petitioners’ argunents,
petitioners have assigned error to respondent’s adjustnents. The
evi dence supports those adjustnents, and petitioners have offered
nothing in rebuttal. Based on the facts we have found, we infer
(and find) the follow ng additional facts: Both before and after
the years in issue, petitioners carried on a proprietorship
variously called “Conpl ete Connection”, “Conplete Connections”,
or “Conpl ete Connections Conputer Systens” (w thout distinction,
Conmpl ete Connections). During such preceding and follow ng
years, under the name Conpl ete Connections, petitioners provided
tax preparation, bookkeeping, and accounting services, and
engaged in certain conputer related services. During the years
in issue, petitioners engaged in sonme or all of those activities
and reported gross receipts fromsuch activities and
m scel | aneous rel ated itens of income on returns they made for
Conpl ete Connections Trust. Petitioners exercised control over
Conpl et e Connections Trust, as evidenced by their signatures, as
fiduciaries, on the Conplete Connections Trust returns and their
authority to wite checks on the Conpl ete Connections checki ng
account. Petitioners distributed the inconme of Conplete
Connections Trust to J&R Trust. J&R Trust reported such incone
and al so reported gross receipts from business and interest.

Petitioners transferred their residence to J&R Trust, but
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continued to treat it as if they owned it, as evidenced by their
use of the residence to secure an indebtedness of theirs after
their purported transfer of it to the trust. Petitioners
exercised control over J&R Trust, as evidenced by their
signatures, as fiduciary, on the J&R Trust returns and their
authority to wite checks on the J&R checki ng account.
Petitioners distributed the inconme of J&R Trust to thensel ves and
used the J&R Trust account to pay their personal expenses, as
evi denced by checks drawn, for instance, to Robert C. Mller,
D.D.S., New Covenant Church of God, K Mart, Steven J. Harnon,
M D., Central Coast Pathol ogy, Payless Shoes, Misician’s
Enmporium Bakery Wrks, and Bauer Speck Student Council.

2. Fundanental Principles

A fundanental principle of tax lawis that incone is taxed

to the person who earns it. See Comm ssioner v. Cul bertson, 337

U S. 733, 739-740 (1949); Lucas v. Earl, 281 U S. 111 (1930).

Recently, in Barnmes v. Comm ssioner, T.C Meno. 2001-155, we

appl i ed assignnent of incone principles to tax the incone of a
busi ness to a taxpayer who had attenpted an antici patory
assignment of that incone to a trust. W had this to say:

Attenpts to subvert * * * [the fundanental principle
that income is taxed to the person who earns it] by
diverting incone away fromits true earner to another
entity by neans of contractual arrangenents, however
cleverly drafted, are not recogni zed as di spositive for
Federal incone tax purposes, regardl ess of whether such
arrangenments are otherw se valid under State |aw. See
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Vercio v. Comm ssioner, 73 T.C 1246, 1253 (1980); see
al so Schulz v. Conmm ssioner, 686 F.2d 490, 493 (7th
Cr. 1982), affg. T.C. Meno. 1980-568. The "true
earner” of inconme is the person or entity who
control |l ed the earning of such incone, rather than the
person or entity who received the incone. See Vercio
v. Conmm ssioner, supra at 1253 (citing Wesenberg v.
Conmi ssi oner, 69 T.C. 1005, 1010 (1978)); see also
Comm ssioner v. Sunnen, 333 U.S. at 604 ("The crucial
guestion renmai ns whet her the assignor retains
sufficient power and control over the assigned property
or over receipt of the inconme to nmake it reasonable to
treat himas the recipient of the income for tax
purposes."). * * *

Pursuant to a second fundanental principle, we may ignore a
transfer in trust as a shamwhere the transfer has not, in fact,
altered any cogni zabl e econom c rel ati onship between the putative
transferor and the trust property. See, e.g., Znuda v.

Comm ssioner, 79 T.C. 714, 719-722 (1982), affd. 731 F.2d 1417

(9th Cr. 1984). Recently, in Mihich v. Comm ssioner, T.C. Mno.

1999- 192, affd. 238 F.3d 860 (7th Cr. 2001), we listed the
followng factors to be considered in determ ning whether a trust
| acks econom ¢ substance for tax purposes:

(1) Whether the taxpayer’s relationship as grantor to
the property differed materially before and after the
trust’s formation; (2) whether the trust had an

i ndependent trustee; (3) whether an econom c i nterest
passed to other beneficiaries of the trust; and

(4) whether the taxpayer felt bound by any restrictions
i nposed by the trust itself or by the |law of trusts.

3. G antor Trust Provisions
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Under specified circunstances, the statutory grantor trust
provi sions (secs. 671 through 679) treat the grantor of the trust
and, sonetines, a third party, as the substantial owner of all or
part of the trust. Trust incone is taxed to the substanti al
owner under the rules of section 671. Because the conditions
i nposed by each of the grantor trust provisions are independent
of those inposed by the others, the grantor can avoid taxation
only if (1) he does not possess a disqualifying reversionary
interest (sec. 673), (2) the trust cannot be revoked by the
grantor or a nonadverse party (sec. 676), (3) trust inconme cannot
be distributed to the grantor or the grantor’s spouse or used to
pay for insurance on their lives without the consent of an
adverse party (sec. 677), (4) specified powers to control
beneficial enjoynent of the corpus or inconme are not vested in
the grantor or certain other persons (sec. 674), and (5) certain
adm ni strative powers are not exercisable by the grantor or a

nonadverse party (sec. 675).

4. Analysis
a. lncone

Wth respect to Conpl ete Connections Trust, we have found
that petitioners carried on the sane business activities both
before and after the trust reported incone fromsuch activities,
and we have found that petitioners exercised control over the

trust. Such facts are consistent wwth (1) respondent’s
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application of the assignnent of incone doctrine to tax to
petitioners at least the trust’s incone derived fromtheir
personal services and (2) his disregard of the trust as a sham
which would tax all of the trust’s inconme to petitioners.
Petitioners have failed to introduce into evidence any indenture
or other docunent establishing the terns of Conplete Connections
Trust, nor have they obtained the testinony of Kevin R chards,
who is described on two of the Conplete Connections Trust returns
as either fiduciary or trustee. Petitioners were made aware of
the need for the trust docunments during the exam nation of their
returns for the years in issue, and such docunents were requested
during di scovery. They have not denonstrated (nor woul d we
easily believe) that they | acked access to such docunents, nor
have they shown that M. Richards is unavailable to testify. W
infer frompetitioners’ failure to produce such evidence that
either it does not exist or, if it does exist, it would be

negative to petitioners. MKay v. Conm ssioner, 886 F.2d 1237,

1238 (9th Gr. 1989), affg. 89 T.C. 1063 (1987); Wchita Term nal

El evator Co. v. Conm ssioner, 6 T.C 1158, 1165 (1946), affd. 162

F.2d 513 (10th Cr. 1947). |If petitioners retained sufficient
power and control over Conpl ete Connections’ receipt of incone,
t hen such income would be taxable to them See Barnes v.

Conm ssi oner, supra. Petitioners have failed to prove that they

retai ned any | ess power and control over Conplete Connections’
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recei pt of inconme than necessary to tax to them such incone.
They al so have failed to prove that Conpl ete Connections Trust
shoul d not be disregarded as a sham since the transfer in trust
| acked econom ¢ substance. See discussion of relevant factors,

section I1.B. 2. supra, as set forth in Mihich v. Conm ssioner,

supra. Finally, petitioners have failed to prove that one or
both of them should not be treated as the owner of all or a
portion of Conplete Connections Trust on account of application
of one or nore of the grantor trust rules found in sections 673
t hrough 676.

Wth respect to J&R Trust, we have less information with
respect to its business or incone producing activities (we know
it obtained title to the residence (petitioners’ honme) and paid
their personal expenses). Nevertheless, we are confident that
petitioners nust take into account the trust’s incone attributed
to them by respondent since, for simlar reasons as wth respect
to Conpl ete Connections Trust, petitioners have failed to prove
that the trust should not be disregarded as a shamor is not a
grantor trust.

b. Deducti ons

In the case of both trusts, respondent has attributed to
petitioners substantial anobunts of gross receipts from business
w t hout allowi ng them various offsetting business deductions (and
costs) claimed by the trusts. 1In the notice, respondent expl ains

that petitioners have failed to show their entitlenent to such
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deductions. In the petition, petitioners aver no facts
concerni ng such deductions, and, on brief, they have proposed no
fact, and made no argunent, with respect to such deductions. At
best, we know that R ta Snyder prepared tax returns and may have
provi ded ot her business services. Janmes Snyder testified that he
was in the “general conputer business”, buying and selling
conputers and doing service work and installations. Wile we
assune that Janes Snyder incurred costs in buying conputers for
resal e, we have no basis other than the self-serving figures on

t he Conpl ete Connections tax returns for estimating such costs.
We need not accept those figures. A taxpayer nust keep
sufficient records to substantiate anounts, such as the cost of
goods sold, required to be shown on a return. See sec. 1.6001-

1(a), Inconme Tax Regs; e.g., Newran v. Conmm ssioner, T.C Meno.

2000-345. W |ikew se have no basis for estimating any business
expenses deducti bl e under section 162(a), or any other section.

| ndeed, we have found that petitioners paid personal expenses
fromthe J&R checking account. Wthout specific authority, no
deduction is allowed for personal, living, or famly expenses.
Sec. 262(a). Wile it is within the purview of this Court to
estimate the anmount of allowabl e deductions where there is

evi dence that deductible expenses were incurred, Cohan v.

Commi ssioner, 39 F.2d 540 (2d Cr. 1930), we nust have sone basis

on which an estimate may be made. Vanicek v. Conmm Ssioner,

85 T.C. 731, 742-743 (1985); see also Norgaard v. Conm ssi oner,
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939 F.2d 874, 879 (9th Gr. 1991). Because the record contains
no evi dence upon which we could base such an estinate, we
conclude that petitioners have failed to prove that they are
entitled to claimany deductions under section 162(a) or any
ot her section or any costs of goods sol d.

C. Concl usion

The incone adjustnent on account of Conplete Connections
Trust for 1992 is $194, 205, while gross receipts reported by
Conmpl ete Connections Trust for that year are only $183, 482 (no
m scel | aneous itens of inconme are reported). There is no
expl anation for that difference, and, therefore, we cannot
sustain an incone adjustnent for 1992 on account of Conplete
Connections Trust in an anount greater than $183,482. For J&R
Trust for all years, and for Conplete Connections Trust for 1993
t hrough 1995, we sustain inconme adjustnents in the anounts
determ ned by respondent, except as follows. For all years,
incone attributed fromthe trusts to petitioners nust be reduced
to reflect income distributions fromJ&R Trust to petitioners
reported on the 1992 through 1995 Forns 1040 and sal ary paynents
and any ot her amounts so reported. The parties shall take such
adjustnents into account in making the Rule 155 conputation here
required.

I11. Penalties

A. Section 6662(a)
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Section 6662(a) provides for an accuracy-rel ated penalty
(the accuracy-rel ated penalty) in the amount of 20 percent of the
portion of any underpaynent attributable to, anong ot her things,
negl i gence or intentional disregard of rules or regulations
(wi thout distinction, negligence), any substantial understatenent
of inconme tax, or any substantial valuation m sstatenent.
Respondent determ ned the accuracy-rel ated penalty agai nst
petitioners. Although the notice states that respondent bases
his inposition of the section 6662(a) accuracy-rel ated penalty
upon “one or nore” of the three grounds |listed in section
6662(b) (1) through (3), on brief, respondent relies only on his
clainms that petitioners were negligent or substantially
understated their incone tax.

Respondent bears the burden of production with respect to
all penalties. See sec. 7491(c). The burden inposed by section
7491(c) is only to cone forward with evidence regarding the
appropri ateness of applying a particular addition to tax or
penalty to the taxpayer. Respondent need not negate all defenses

to the additions or penalties. See Hi gbee v. Comm ssioner, 116

T.C. 438, 446 (2001). Respondent has nmet his burden with respect
to his claimof negligence by establishing that petitioners, in
understating their income, were negligent and di sregarded rul es
or regulations. Further, the deficiency we have redeterm ned for
each year indicates a substantial understatenent of inconme. See

sec. 6662(d). In the petition, petitioners aver that they acted
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upon professional advice in preparing the 1992 through 1995 Forns
1040. They have, however, failed to provide evidence that they
recei ved advice on which they were entitled to rely. W assune
that they rely exclusively on our finding that there was no
deficiency in tax. Since we have found a deficiency in tax for
each year, we sustain respondent’s determ nation of a penalty
under section 6662(a) on the grounds of either negligence or
substantial understatenent of incone, nodified only to take
account of the anmount of each deficiency that we have determ ned.

B. Section 6673(a)(1)

1. | nt r oducti on

Respondent asks that we inpose a penalty against petitioners
under section 6673(a)(1). That section provides:
SEC. 6673. SANCTI ONS AND COSTS AWARDED BY COURTS.
(a) Tax Court Proceedings. --

(1) Procedures instituted primarily for del ay,
etc.--Wienever it appears to the Tax Court that--

(A) proceedings before it have been instituted
or maintai ned by the taxpayer primarily for delay,

(B) the taxpayer’s position in such proceedi ng
is frivolous or groundl ess, or

(C the taxpayer unreasonably failed to pursue
avai | abl e adm ni strative renedies,

the Tax Court, in its decision, may require the

taxpayer to pay to the United States a penalty not in
excess of $25, 000.

The purpose of section 6673 is to conpel taxpayers to think

and to conformtheir conduct to settled principles before they
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file returns and litigate. Coleman v. Conm ssioner, 791 F.2d 68,

71 (7th Gr. 1986); see also Gasselli v. Conm ssioner, T.C

Meno. 1994-581 (quoting Coleman). A petition to the Tax Court is
frivolous if it is contrary to established | aw and unsupported by
a reasoned, colorable argunent for change in the law. 1d. The
petition contains nunerous frivolous argunents. Mreover, the
record is replete with evidence of delay, and it is clear that
petitioners unreasonably failed to pursue avail abl e
admnistrative renedies. W need not find specific damages to

i npose a penalty under section 6673(a)(1l); rather, that section
is a penalty provision, intended to deter and penalize frivol ous
clains and positions in deficiency proceedings. Bagby v.

Comm ssioner, 102 T.C 596, 613-614 (1994). Petitioners do not

here argue for any change in the law, and, notw t hstanding that,
technically, petitioners do not here prevail because of their
failure to prove their case, there are nunerous cases that
establish that taxpayers cannot use trusts, as petitioners appear
to have done, to avoid tax or shift inconme fromone taxpayer to

another. See, e.g., Znmuda v. Comm ssioner, 79 T.C. 714 (1982),

affd. 731 F.2d 417 (9th Gr. 1984); Vercio v. Comm ssioner, 73

T.C. 1246 (1980); Wsenberg v. Comm ssioner, 69 T.C 1005 (1978);

Barnes v. Commi ssioner, T.C Meno. 2001-155; Matrixi nfosys Trust

v. Conm ssioner; T.C. Meno. 2001-133; Mihich v. Conm ssioner,

T.C. Meno. 1999-192, affd. 238 F.3d 860 (7th G r. 2001); Al sop v.

Conmi ssioner, T.C. Menp. 1999-172; Harrold v. Comm ssioner, T.C.
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Meno. 1991-274, affd. 960 F.2d 1053 (8th CGr. 1992); Vnuk v.

Comm ssioner, T.C Meno. 1979-164, affd. 621 F.2d 1318 (8th G

1980). Follow ng are our grounds for inposing a penalty on
petitioners under section 6673(a)(1).

2. The Petition

Petitioners’ assignnments of error include the foll ow ng:
Respondent’s failures to show (1) “docunented authority to inpose
atax liability”, (2) the “legal authority to inpose a tax
l[tability”, and (4) “the authority source for the inposition of a
| egal tax obligation upon revenue sources fromw thin the United
States”. Petitioners’ avernents in support of their assignnents
of error include the follow ng:

The Notice of Deficiency is required by Internal
Revenue Code to be signed by a duly appointed
assessnment officer. There is nothing indicated on
form 4549-A, which is an attachnent to the Notice of
Deficiency that clearly defines that a duly authorized
signature is present as required by the Internal
Revenue Code sec. 6201, nor are any of the forns in
conpliance to 26 USC § 6065.

Petitioner, on information and belief, alleges that the
sol e purpose of respondent’s Notice of Deficiency is
for the obvious purpose of ensnaring the petitioner
into a fraudul ently obtai ned Federal Tax Court
jurisdiction.

On the provision that this petitioner is properly
docunented in the Trust’s “Individual Master File”
(IMF), this Trust’s source of revenue is fromwthin
the United States and does not conformto any federally
regul ated “taxabl e objects”.

Petitioner, on information and belief, disputes the
“statutory grouping of gross incone and the residual
groupi ng of gross incone” as it may relate to this
matter pursuant to 26 CFR 8§ 1.861-8(a)(4).



- 31 -

Those assignnents and avernents contain tax-protester rhetoric
that we are all too famliar with, and which courts have rejected
time and tine again. See, e.g., our discussion supra at section

I1.A 2.a. (Validity of Notice); WIllians v. Conmm ssioner, 114

T.C. 136 (2000) (rejecting “as rem niscent of tax-protester
rhetoric” source of incone argunent based on section 1.861-8(a),

| ncone Tax Regs.); Johnston v. Comm ssioner, T.C. Meno. 2000-315

(rejecting argunent that respondent must follow certain
adm ni strative procedures prior to issuing notice of deficiency);

Browder v. Comm ssioner, T.C Meno. 1990-408 (rejecting as

frivol ous and groundless claimthat the I RS | acked del egat ed

authority to inpose an incone tax); R ce v. Conm ssioner, T.C

Meno. 1978-334 (rejecting argunent that notice of deficiency is

an unl awful taking of property w thout due process).
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3. Failure To Cooperate

By order dated April 26, 2000 (the order), we granted in
part respondent’s notions to conpel responses to interrogatories
and to conpel production of docunents (the notions). W granted
the notions to the extent that we ordered conpliance with such
di scovery. W set for hearing those portions of the notions
seeking the inposition of sanctions if petitioners failed to
conply with the order. W held such hearing on June 5, 2000 (the
hearing), when this case was called fromthe cal endar at the
trial session of the Court commencing that day in San Franci sco,
California. W inposed sanctions because of petitioners’ failure
to conply with the order. 1In the notions, respondent detailed
petitioners’ failures to cooperate in the exam nation of the 1992
t hrough 1995 Forns 1040 by respondent’s agents prior to the
i ssuance of the notice and their failure to cooperate in
preparing this case for trial. Specifically, respondent cl ai ned:
“Petitioners Janes and Rita Snyder did not provide any docunents
or other information to the Internal Revenue Service during the
audit of their 1992 through 1995 Forns 1040 Federal |ncone Tax
Returns.” Attached to the notions are copies of letters and
docunent s evi dencing respondent’s repeated, unsuccessful efforts
to obtain petitioners’ cooperation in discovery. At the hearing,
petitioners had the opportunity to rebut such clains that
petitioners had failed to cooperate, but they did not. W accept

those clains as true.



4. Delay

Petitioners failed to cooperate in discovery, which we can
(and do) consider as evidence of an intent to del ay these

proceedi ngs. See, e.g., Lipari v. Conmm ssioner, T.C Meno.

2000-280. In addition, we consider the follow ng actions as
evidence of delay: Petitioners refused to stipulate the
authenticity of numerous docunments to which petitioners could not
have entertai ned good faith doubts about such authenticity.
Petitioners refused to stipulate the notice, despite the fact
that they attached a copy of the notice to their petition. They
refused to stipulate their own tax return for 1991 and the tax
returns for Conpl ete Connections Trust and J&R Trust,
notw t hstandi ng that Rita Snyder personally had prepared the
returns and was famliar with them They refused to stipulate to
Compl ete Connections Trust’s and J&R Trust’s bank records,
despite the fact that petitioners personally handl ed the two
trusts bank transactions and were famliar with them As a
result, respondent was forced unnecessarily to produce
foundati onal wtnesses to attest to the authenticity of these
records.

Petitioners refused to stipulate certain Governnent records,
such as deeds to their hone, and business |licenses for Conplete
Connections Trust, which petitioners thenselves conpleted and

submtted to the appropriate |ocal agency. As a result,
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respondent was forced to obtain certified copies of these records
and offer them separately to the Court.

Petitioners filed a notion on June 5, 2000, requesting that
the notice be declared invalid, which notion the Court deni ed.
On Cct ober 2, 2000, petitioners filed another notion requesting
that the notice be declared invalid despite the fact that the
Court had already considered the issue, which notion the Court
agai n deni ed.

Finally, on brief, petitioners have failed to address the
substance of respondent’s objections.

5. Concl usi on

Petitioners are deserving of a penalty under section
6673(a)(1l). As we stated supra, sec. II11.B.1.: The purpose of
section 6673 is to conpel taxpayers to think and to conformtheir
conduct to settled principles before they file returns and
l[itigate. Petitioners are intelligent people. They know that,
when taken together, their returns and the trust returns
virtually elimnate their liability to pay tax by offsetting,
agai nst incone that they earned, deductions for personal expenses
that they could not have clained on their owmn returns. Rita
Snyder is a professional preparer of tax returns and, we assune,
has sufficient experience to know that such schene was
illegitimate. They failed to cooperate in respondent’s
exam nation and in preparation of this case for trial. They have

del ayed these proceedi ngs. Because of their stonewalling and
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failure to cooperate, they have | ost the opportunity to claim
costs and deductions that they m ght have been able to cl aimand
substantiate. That, however, is a cost they have inposed on
t hensel ves.

Wt hout good reason, petitioners have burdened respondent
and this Court with a case that we believe should not have been
brought. As a penalty for such action, we inpose a penalty under

section 6673(a)(1) of $15, 000.

An appropriate order and

decision will be entered under

Rul e 155.



